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BY THE COMPTROLLER GENERAL

Report To The Congress
NOF THE UNITED STATES

SInadequate Internal Controls Affect Quality
w And Reliability Of The Civil Service
v,! Retirement System's Annual Report

The Office of Personnel Management did not
establish adequate internal control and report-
ing procedures to ensure the reliability of the
financial and actuarial information it presented
in the Civil Service Retirement System's annual
report for fiscal 1980, required by Public Law
95-595 and published in February 1982.

GAO found that

--controls over computer programs used in
performing actuarial valuations were weak,

--poor recordkeeping and processing delays
resulted in unreliable records of accounts
receivable, and

--relevant information, considered essential
for a fair presentation of the annual report,
was either omitted or not adequately dis-
closed.

OPM agreed with the basic thrust of this report
and has already taken action or plans to act to .D.
correct many of the problems discussed. '- -' . -
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0COMPTROLLER GENERAL OF THE UNITED STATES

WASHINGTON D.C. 20548

B-208138

To the President of the Senate and the
Speaker of the House of Representatives

.. This report discusses the need for the Office of Personnel
Management to improve the quality and reliability of the financial
and actuarial information presented in the Civil Service Retire-
meg t Sstem's annual report as required by Public Law 95-595.
_ea fhis review tq -determine whether (1) the Office' s internal
control procedures were effective in assuring that the information
presented in the annual report was reliable and that errors and
omissions in the accounting data would be detected and (2) the re-
port complied with prescribed reporting guidelines.

We are sending copies of this report to the Director, Office
of Personnel Management; the Director, Office of Management and
Budget; the Secretary of the Treasury; and the Chairmen, Senate
Committee on Governmental Affairs and House Committee on Post Of-
fice and Civil Service.

Comptroller General
of the United States
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COMPTROLLER GENERAL'S INADEQUATE INTERNAL CONTROLS
REPORT TO THE CONGRESS AFFECT QUALITY AND RELIABILITY

OF THE CIVIL SERVICE RETIREMENT
SYSTEM'S ANNUAL REPORT

DIGEST

Public Law 95-595 (31 U.S.C. 68) subjects the Of-
fice of Personnel Management (OPM), which adminis-
ters the Civil Service Retirement System, to many
of the reporting requirements placed on private
pension plans under the Employee Retirement In-
come Security Act of 1974 (ERISA). The law also
requires that an annual report be submitted to
the Congress and the Comptroller General of the
United States. The guidelines for preparing the
report are prescribed by the Director of the Of-
fice of Management and Budget (OMB) in consulta-
tion with the Comptroller General. (See p. 1.)

GAO undertook this review to determine whether
the civil service retirement plan's second annual
Public Law 95-595 report, which covered fiscal
1980 (published in February 1982), complied with
prescribed reporting guidelines. In addition,
GAO reviewed the plan's internal control proce-
dures to determine if they were effective in as-
suring that the information presented in the an-
nual report was reliable and that errors and
omissions in the accounting data would be de-
tected. (See p. 2.)

OPM did not establish adequate internal control
procedures to assure itself that the financial
and actuarial information presented in the plan's
fiscal 1980 annual report can be relied upon.
The inadequacies resulted because OPM did not:

--Properly control the design, development, and
V maintenance of the computer programs used in

performing actuarial valuations. (See p. 4.)

--Establish accounting and review procedures to
V" prevent inaccurate financial data from being

reported. (See p. 9.)

--Ensure that the annual report was prepared
in complete accordance with OMB's reporting
guidelines which encompass generally accepted
accounting principles and the reporting re-
quirements of section 103 of ERISA. (See
p. 14.)
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Increased management involvement in the plan's
financial accounting and reporting practices
would help improve the quality and reliability
of reported information.

STRICTER CONTROLS NEEDED TO
IMPROVE THE RELIABILITY OF
THE ACTUARIAL INFORMATION

The plan administrator uses a series of computer
programs to perform the actuarial valuations of
the retirement plan. These programs produce data
for financial reporting as well as for funding
purposes. For example, they calculated the pres-
ent value of future benefits reported in the an-
nual Public Law 95-595 report ($814.3 billion es-
timated'at Sept. 30, 1980). The level of funding
required by law ($10.9 billion for fiscal 1980)
was also determined using the programs.

GAO found that the plan administrator put the
valuation programs into use without (1) adequately
documenting the programs for ease of operation and
maintenance,-(2) properly testing the programs and
certifying to their accuracy and completeness, and
(3) establishing adequate procedures to control
all program modifications. GAO did not find any-
thing to make it believe the programs were devel-
oped incorrectly. GAO still believes that, given
the developmental problems outlined above, the plan
administrator lacks adequate assurance that the
programs are producing reliable actuarial infor-
mation. (See ch. 2.)

MORE EFFECTIVE CONTROLS NEEDED
TO IMPROVE FINANCIAL ACCOUNTABILITY
AND REPORTING

OPM's internal control procedures were generally
effective in detecting errors and omissions for
most of the plan's financial accounting and re-
porting operations. However, several control
weaknesses allowed some inaccurate data to be
produced and reported.

A poor system of recordkeeping, as well as process-
ing delays, caused a large portion of the detailed
records of accounts receivable for overpayments
of annuities and refunds to be unreliable. The
plan administrator was forced to estimate a large
portion of the outstanding receivable balance of
almost $27 million. (See p. 10.)



Errors in the computation of yearend accruals
were not detected. These errors occurred in the
computation of:

--The net change in the fair value of invest-
ments. The net change was overstated by more
than $15 million.

--Accrued interest income. Interest income and
the related receivable were overstated by about
$11 million.

--Accrued annuity expense. The accrued annuity
expense was understated by nearly $5 million.
(See p. 11.)

Although these errors were not material enough to
distort the overall financial information presented
in the plan's annual report, GAO believes that
greater care needs to be exercised in ensuring the
proper computation of yearend accruals.

ADDITIONAL DISCLOSURES NEEDED
TO COMPLY WITH PRESCRIBED
REPORTING REQUIREMENTS

In preparing the plan's annual report, the plan
administrator followed most of OMB's reporting
guidelines. However, certain disclosures, es-
sential for fair presentation of the annual re-
port, were either omitted or not adequately des-
cribed.

GAO found, for example, that the general plan des-
cription did not adequately disclose such things
as (1) the number of years of employment required
before retirement benefits become vested, (2) the
methods for computing benefits, and (3) the bene-
fits available as a result of death or disability
of participants.

It was not disclosed, in the funding policy or
elsewhere, that $10.9 billion of the $19.2 billion
contributed represented (1) the Government's con-
tribution for the amortized portion of the in-
crease in the unfunded liability, (2) interest on
the unfunded liability, and (3) annuities dis-
bursed during the year that were attributable to
military service.

The basis for calculating the interest for funding
the plan was not disclosed. The interest was com-
puted on a different unfunded liability ($147 bil-
lion) than the one presented in the annual report
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($469.5 billion). The $322 billion difference
between the two unfunded liabilities, resulting
from differences in the actuarial assumptions
used in the calculations, was not explained. (See
ch. 4.)

RECOMMENDATIONS

GAO recommends the Director of OPM require the
plan administrator to:

--Document the actuarial valuation programs using
guidance provided by the National Bureau of
Standards. (See p. 7.)

--Have the valuation programs independently tested
to assure accuracy and completeness. (See p. 7.)

--Implement control procedures over program
changes. (See p. 7.)

--Establish procedures to properly account for over-
payments of annuities and refunds. (See p. 12.)

--Establish review procedures over the computation
of yearend accruals. (See p. 12.)

--Establish procedures to assure that information
on expenditures is both timely and complete.
(See p. 12.)

--Direct the preparer of the plan's annual re-
port to follow appropriate reporting guidelines
that includes adequate disclosures as required
by generally accepted accounting principles.
(See p. 17.)

--Ensure that the enrolled actuary who reviews
the actuarial data in the plan's annual report
also provide a statement that, to the best of
his or her knowledge, the report is complete
and accurate. (See p. 17.)

AGENCY COMMENTS AND OUR EVALUATION

OPM agreed with the basic thrust of this report
and has, in fact, reached many of the same conclu-
sions from its own internal review. OPM indicated
that a number of actions either have been or will
be taken to correct many of the deficiencies GAO
found. (See app. V.)
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Although OPM agreed with GAO's basic findings and
recommendations, it believes that placing the ac-
tuarial valuation programs under the same control
system used to control other data processing pro-
grams would be counterproductive in that it would
limit the actuaries' access and delay the imple-
mentation of needed changes. OPM did not object,
however, to the need for additional controls.
Whatever controls are ultimately established is
OPM's decision, but it should provide the same
safeguards during program use and maintenance
that are provided for the other data processing
programs. (See p. 8.)

OPM did not agree with GAO's recommendation that
the enrolled actuary provide a statement that to
the best of his or her knowledge the report is
complete and accurate. It believes that this
recommendation goes beyond the requirements of
Public Law 95-595 and section 103 of ERISA. How-
ever, GAO notes that this statement is requiredby section 103(d)(8) of ERISA. (See p. 17.)
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GLOSSARY

Accumulated plan benefits Benefits that are attributable un-
der the provisions of a pension
plan to employees' service ren-
dered up to the benefit informa-
tion date,

* Actuarial accrued The portion of the present value
liability (as of the benefit information

date) of a pension plan's projected
future benefit costs and adminis-
trative expenses that exceeds the
present value of future normal cost
contributions.

Actuarial assumptions Estimates of future conditions af-
fecting pension cost; for example,
mortality rate, employee turnover,
compensation levels, and invest-
ment earnings.

Actuarial cost method A recognized technique used in es-
tablishing the amount of annual
contributions or accounting charges
for pension cost under a pension
plan.

Actuarial gain (loss) The effect on actuarially calcu-
lated pension cost of (1) devia-
tion between actual prior experi-
ence and the actuarial assumptions
used or (2) changes in actuarial
assumptions as to future events.

* Actuarial present value The current worth of an amount or
series of amounts payable or re-
ceivable in the future. If payment
or receipt is certain, the present
value is determined by discounting
the future amount or amounts at a
predetermined rate of interest. If
payment or receipt is contingent on
future events (for example, sur-
vival), further discounting is
necessary for the probability that
payment or receipt will occur.

Actuarial valuation The process by which an actuary es-
timates the present value of bene-
fits to be paid under a pension
plan and calculates the amounts
of employer contributions or ac-
counting charges for pension cost.
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Annuity A contract that provides an income
for a specified period of time,
such as for a number of years or
for life. The person receiving the
payment is called an annuitant.

Defined benefit pension A pension plan that specifies a
plan determinable pension benefit,

usually based on factors such as
age, years of service, and salary.

Enrolled actuary An actuary enrolled under 29 U.S.C.
1242 by a Joint Board for the
Enrollment of Actuaries established
by the Secretaries of Labor and the
Treasury.

Entry-age normal cost An actuarial cost method which as-i method signs a "level normal cost" to each

year of service for each participant.
The assumption is made under this
method that every employee entered
the plan (entry age) at the time of
initial employment or at the ear-
liest eligibility date, if the planhad been in existence, and that con-

tributions have been made from the
entry age to the date of the actua-
rial valuation.

Funding policy The program which describes the

amount and timing of contributions
by the employer(s), participants,
and any other sources (for example,
State subsidies or Federal grants)
to provide the benefits a pension
plan specifies.

Future benefits An estimate of the total benefits
payable at retirement, including
benefits anticipated to accrue in
the future as well as those accruing
before the benefit information date.
Future benefits may depend on total
length of service but with pay
averaged over only a limited number
of years (often the final 3 years
of service).

Net assets available The difference between a plan's
for benefits assets and its liabilities. For

purposes of this definition, a
plan's liabilities do not include
participants' accumulated plan
benefits.



Normal cost The annual cost assigned, under the
actuarial cost method in use, to
years subsequent to the inception
of a pension plan.

Retirement benefits Payments to which participants may
be entitled under a pension plan.
Such payments include pension bene-
fits, disability benefits, death
benefits, and benefits due on ter-
mination of employment.

Unfunded liability The amount by which the present
value of future benefits exceeds

* the amount in the pension fund
and the present value of future
normal cost contributions.

Vested benefits Benefits that are not contingent
on an employee's future service.
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CHAPTER 1

INTRODUCTION

The Civil Service Retirement System, administered by the Of-
fice of Personnel Management (OPM) pursuant to 5 U.S.C. 8347, was
established by the Congress in 1920 to provide retirement benefits
to the employees of the classified civil service and for other pur-

* poses. At September 30, 1980, participation in the retirement plan
(plan) numbered about 2,700,000 active employees, 1,300,000 retired
annuitants, 460,000 survivor annuitants, and 157,000 former employ-
ees eligible for deferred benefits. During fiscal 1980, the plan
paid over $14.9 billion in benefits and received over $19.2 bil-

* lion in retirement contributions from the Federal Government and
* employees.

The Board of Actuaries, consisting of three actuaries appointed
* by OPM, is required to (1) perform an actuarial valuation of the
* retirement plan at least once every 5 years, (2) report annually

on whether the plan is maintained on a sound basis, and (3) make
recommendations for improvements. The passage of Public Law 95-595
(31 U.S.C. 68), approved November 4, 1978, increased the financial
and actuarial reporting requirements of the plan administrator.
(See app. I.)

The new legislation subjected Federal pension plans to section
103 of the Employee Retirement Income Security Act (ERISA) of 1974,
thereby imposing reporting requirements similar to those that had

* been placed on private pension plans. (See app. II.) In addition,
* Federal pension plans are required to submit an annual report to
* the Congress and the Comptroller General of the United States with-

in 210 days after the close of the plan year. The annual report
* must include a financial statement and an actuarial statement pre-

pared in accordance with the appropriate generally accepted account-
ing and actuarial principles and standards. (See apps. III and IV.)

* The form and content of these statements are prescribed by the Di-
rector of the Office of Management and Budget (0MB) in consultation
with the Comptroller General.

PLAN ADMINISTRATION

OPM's compensation group, headquartered in Washington, D.C.,
* administers the daily operations of the plan. Some of the group's

key functional units and their responsibilities are as follows.

--The retirement claims division is responsible for adjudi-
cating retirement claims submitted by retired Federal em-
ployees and survivors of former employees to determine
their eligibility for benefits.

--The fiscal management division is responsible for collect-
ing employee withholdings and agency contributions when due,
investing the funds, accounting for all transactions, and
reporting the results of the financial operations.



--The office of the actuary performs actuarial valuations,
prepares the actuarial data contained in the Public Law 95-
595 annual report, determines the level of funding required
to cover any increase in the unfunded liability caused by
increases in pay and/or retirement benefits, and calculates
any interest due on the unfunded liability. This interest
represents an additional funding source for the system.

--The office of automated systems development is responsible
for operating and managing most of the group's ADP systems
and applications. Some of the significant systems are the
annuity roll system, retirement contributions and withhold-
ings system, and the actuarial valuation system.

--The quality assurance division performs internal audits.
It reviews the adjudication process quarterly and other
group operations less frequently.

* OBJECTIVES, SCOPE, AND METHODOLOGY

Public Law 95-595 (31 U.S.C. 68b) authorizes the Comptroller
General to perform reviews of the Civil Service Retirement System's

* annual report as he deems necessary. Pursuant to this authority,
we reviewed the plan's second annual Public Law 95-595 report in-
cluding the processing of the financial and actuarial data pre-

* sented in the report. Our review was made in accordance with gen-
erally accepted government auditing standards and was designed to
determine whether

--the plan's second annual report covering fiscal 1980 (see
app. IV) complied with the reporting guidelines prescribed
by 0MB,

--internal controls were adequate to provide reasonable assur-
ance that the information presented in the report was reli-

* able, and

--internal controls for the financial accounting and reporting
4 operations were effective in detecting errors and omissions

in the accounting data.

In conducting our review, we interviewed OPM officials who
administer the plan as well as examined the underlying records sup-
porting the information in the annual report. We also reviewed or
tested

--the internal control procedures for the cash receipt and
disbursement functions and assessed their reliability for
detecting errors and omissions;

--the data base on plan participants (both active and retired)
that the office of the actuary uses in making actuarial de-
terminations;

2



--the reasonableness of the actuarial assumptions used in pre-
paring the actuarial statements;

--the control environment for summarizing and reporting finan-
cial and actuarial information;

--the annual report and its presentation of financial and ac-
tuarial information, including the adequacy of disclosures
essential for users to understand the report; and

--the work of the quality assurance division as it relates to
the retirement process.

We did not test the accuracy of the computer model used to
perform the actuarial valuation because of significant control
weaknesses with the model. (See ch. 2.) Further, we did not as-
sess the impact of the current funding policy on the plan's future
ability to pay benefits when due.

During the period March 1981 through September 1982, we per-
* formed our review at OPM's headquarters office in Washington, D.C.,

and the Employee Service and Records Center in Boyers, Pennsylvania.

3
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CHAPTER 2

STRICTER CONTROLS NEEDED TO IMPROVE

THE RELIABILITY OF THE ACTUARIAL INFORMATION

The plan administrator uses a computer model to perform the
plans actuarial valuations. The model consists of a series of

* computer programs that are an integral part of the actuarial valu-
ation process. These programs produce data for financial report-
ing as well as for funding purposes. For 'example, the actuarial
present value of future benefits was calculated ($814.3 billion
estimated as of September 30, 1980) and the level of funding re-
quired by the Congress for fiscal 1980 was determined ($10.9 bil-
lion). Actuarial assumptions and participant data must be applied
against the programs to make the valuations. If the actuarial as-
sumptions are unreasonable, the participant data is inaccurate, or
if the programs are prepared incorrectly, the results would be un-

* reasonable or erroneous.

Our review showed that the actuarial assumptions were reason-
1 able, and tests of the participant data disclosed no significant
* problems. While we did not find anything to cause us to believe

the model was programmed incorrectly, OPM's internal control pro-
cedures could not ensure that the model's programs were developed

* and are being maintained accurately and reliably. For example,
the programs were not properly documented during any of their de-
velopment or maintenance phases, they were never independently
tested or certified as accurate and complete, and controls over

* modifications to these programs have been almost nonexistent.
* Until these deficiencies are corrected, there will be very little
* assurance that the valuation programs are producing reliable actu-

arial information.

VALUATION PROGRAMS LACK PROPER DOCUMENTATION

Computer program documentation has not been properly developed
*and maintained for the model since its implementation in 1977.

For example, at the time of our review, existing documentation was
limited to a narrative description and source program listings.

- Other program documentation, such as program specifications, flow-
* charts, test results, and user and program maintenance manuals,

- were nonexistent.

Comprehensive and current computer program documentation is
necessary for the efficient operation and success of a computerized

* application. Documentation helps ensure the continuance of an ap-
* plication and should be an integral part of the design, develop-

ment, and modification process. Good documentation is critical
because it (1) provides the primary communication channel among
programmers/analysts, acceptance testers, users, auditors, and

4 management, (2) increases the ease and accuracy of computer pro-
- gram maintenance, and (3) provides for continued operation and
* programmer/analyst support in the event of employee turnover.
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Good automated data processing management requires that the
original model and all subsequent modifications be documented.
Each new model or change to the previous version must be exten-
sively tested to ensure that the results being produced are accur-

- ate and that the data has integrity. The data set used to test
* the new version of the model, as well as the expected results and
* t$he actual results produced, must be documented. After a model
* has been adequately documented and tested, the responsible person

should be required to certify its accuracy.

Because of the lack of proper documentation, it is difficult
* to understand how the valuation programs are actually operating as

well as how to operate them. For example, we found that only one
employee in the office of the actuary, at the time of our review,
understood the programs and could effectively operate and maintain4
them. In the event this employee resigned, OPM would have great
difficulty operating and maintaining these programs. Documentation,

* such as a user manual and program maintenance manual, if it were
available would serve as a reference guide and provide instructions
on how to use and maintain the programs. The Federal Information
Processing Standards of the National Bureau of Standards provide

o guidance for developing documentation during an application's de-
sign and development process.

PROGRAMS NOT INDEPENDENTLY TESTED
* FOR ACCURACY AND COMPLETENESS

The actuarial valuation model was not independently tested for
accuracy and completeness before it was accepted for use. The pro-
grammner, who is also the chief user, performed tests during the de-
velopment phase, but the results were not documented. Testing by
programmers is common in developing an application; however, the
programmer and user are not usually the same individual, and such
testing does not substitute for an independent test. This is par-

* ticularly true in the present situation.

Testing by persons independent of the developmental process
is an important control technique. An acceptance test normally

4 involves participation by the user of the model (or other persons
independent of the developmental process). The user should assist

* in compiling a test data set using good and erroneous data to test
the internal controls and the expected results of the model, then

* assist in analyzing the results. This type of testing provides
* greater assurance that the programs are accurate and complete. it

determines whether the programs perform in accordance with design
specifications and meet user needs and objectives. No new computer-K based application, or modifications to existing ones, should be
implemented without independent testing. The test procedures and
results should be documented, with the tester certifying, in writ-
ing, to the program's accuracy and completeness.

4 The level and amount of testing performed on the valuation
* - programs were not commensurate with the importance of the actuarial

4 5
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data the programs produce. Plan participants, the Congress, and
other users must rely on the actuarial information in the plan's
annual report, in addition to the financial data, to gain an under-
standing of the financial condition and funding status of the plan.
The level of funding required by the Congress is computed by these
programs. As administrator of the retirement plan, OPM has a duty
to assure the reliability of the financial and actuarial informa-
tion it reports each year.

Without an independent test, the plan administrator has little
assurance that the programs are free from error and will produce
reliable data. Either programming errors or errors in logic could
cause the actuarial information produced to be material misrepre-
sentations of the true financial and funding status of the plan.

* PROGRAM MODIFICATIONS NOT ADEQUATELY CONTROLLED

The plan administrator did not establish appropriate procedures
to control modifications to the valuation programs. For example,
modifications to these programs were not formally authorized, docu-
mented, independently tested, certified to be accurate and complete,
and approved for implementation. These types of controls help pre-
vent unauthorized or incorrect changes to the programs.

Unlike OPM's other major computer-based applications, the val-
uation programs have been maintained since development in a system
development library. This library is an area within computer
storage which is used for developing and programming new computer-
based applications or program modifications. The programmer con-

* trols modifications and related documentation and uses a password
* to control access to the computer programs in the system develop-

ment library.

Normally, after an application is fully developed at OPM, it
* is moved to the production library where additional controls exist

over modifications and documentation. For example, all program
modifications must be authorized, documented, independently reviewed
or tested, and certified before being incorporated into the appli-
cation. Also, the programmer is not permitted to incorporate modi-
fications; rather, a production program coordinator incorporates
all modifications. Finally, the computer system automatically
maintains a record of these modifications, thus allowing manage-
ment and others to determine the substance of each one.

With the programs being maintained in the system development
library, none of the above controls are employed. Until the pro-
grams are fully tested and transferred to the production library,
OPM will not have adequate control over their modifications.

CONCLUSIONS

OPM did not establish an adequate system of internal control
over the design, development, and modification of the actuarial

6



valuation programs. Even though its procedures require that such
processes for other applications be controlled, the valuation pro-
grams were not subjected to the same control environment. As a
result, the reliability of the programs remains questionable due
to the following control deficiencies:

--Computer program documentation was not properly developed
and maintained.

--The programs were not independently tested.

--Program modifications were not adequately controlled.

The programs' calculations are crucial to the actuarial valu-
ation process. Therefore, we believe that the entire process
should be better controlled to provide OPM with reasonable assur-

*ance that the model produces accurate results.

RECOMMENDATIONS

We recommend that the Director of OPM require the plan adminis-
trator to:

--Document the actuarial valuation programs using guidance
provided by the National Bureau of Standards. Such documen-
tation should include, as a minimum, source program list-
ings, narrative descriptions of the computer programs, pro-
gram and data base specifications, descriptions of table
organization, a users' manual, a program maintenance manual,
and the test plan and results.

--Have an independent test conducted of the valuation programs
to assure their accuracy and completeness and to determine
whether design specifications and user needs are being met.

--Implement control procedures over program changes. These
procedures should include the requirement that each program
change be authorized, documented, independently tested and
certified, and implemented through the production program
coordinator. Further, the programs should be placed in the
production library of the computer system.

AGENCY COMMENTS AND OUR EVALUATION

OPM agreed with the basic thrust of this report and have, in
fact, reached many of the same conclusions from its own internal
review. OPM indicated in its comments (see app. V) that a number
of actions either have been or will be taken to correct many of
the deficiencies we found.

OPM disagrees with our recommendation that each program change
be authorized, documented, independently tested and certified, im-
plemented through the production program coordinator, and placed
in the production library.

7
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OPM believes that placing the actuarial valuation programs

under the control system used for production programs would be
counterproductive because it would limit the actuaries' access and
delay the implementation of needed changes. Since the only people
at OPM who have sufficient skills and knowledge to deal readily
with these programs are in the Office of the Actuary, OPM doubts
any meaningful, additional control would be gained. Because of the
above and the need for the actuaries to regularly use the programs
as research instruments in response to requests from both congres-
sional and executive branch staffs (often on a "same day" basis),
OPM believes the users must also be the authorizers, programmers,

*analysts, and certifiers.

OPM further believes that, since ERISA has no formal require-
ments for controls and relies completely on the professional opin-
ion of the enrolled actuary, our recommendation is inconsistent
with private industry practice.

We recognize the need for the actuaries to maintain control
* over the valuation programs and to have quick access to them.
* However, by maintaining the programs in the current poor control

environment, OPM continues the risk that unauthorized program
changes (either accidental or otherwise) can occur and may not be
detected by the actuaries. OPM did not object to the need for ad-
ditional controls. We recommended using the production library
since adequate controls already exist there. This control mecha-
nism is still a valid alternative even though it is outside the
Office of the Actuary. If OPM chooses an alternative control sys-
tem over the valuation programs, it should ensure that an adequate
computerized audit trail exists to verify the extent and nature of
program modifications.

We agree that the professional opinion of the enrolled actuary
should be relied upon provided there are no reasons to question
that opinion. We also agree that ERISA has no formal control re-
quirements. The control deficiencies we have identified could ad-
versely affect the reliability of the actuarial information the
enrolled actuary's opinion covers. Our position is taken from a
control standpoint and was not influenced by the manner in which
private industry controls production and actuarial valuation pro-
grams. OPM acknowledged that it will now thoroughly document and
test new program changes, a practice not being done at the time
of our review. We believe our recommendation for increased con-
trol over program changes, relative to OPM, is still valid regard-
less of private industry practice.
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CHAPTER 3

MORE EFFECTIVE CONTROLS NEEDED

TO IMPROVE FINANCIAL ACCOUNTABILITY AND REPORTING

OPM's internal control procedures were effective in detecting
errors and omissions for most of the plan's financial accountingI
and reporting operations. However, we found some procedural weak-
nesses that resulted in erroneous data being produced and reported.
For example, poor recordkeeping and processing delays led to un-
reliable, detailed records of accounts receivable for overpayments

*of annuities and refunds. The plan administrator was forced to
estimate the outstanding balance of these receivables instead ofj
relying on the records. In addition, errors occurred in the com-
putation of yearend accruals, and some administrative expenses were
not reported.

POOR RECORDKEEPING AND PROCESSING
DELAYS RESULTED IN THE LACK OF PROPER
ACCOUNTABILITY FOR ACCOUNTS RECEIVABLE

The accounts receivable caused by overpayments of annuities
and refunds represent the amount former employees or survivors of
retired annuitants owe the plan. These overpayments occur for a
vAriety of reasons, including the following.

--When annuitants die and OPM does not become aware of the
death, annuities covering a period after death continue to
be disbursed.

--When disabled employees retire under the disability program
and receive plan benefits, then later elect to receive bene-
fits under the Federal Employee Compensation Act, duplicate
payments covering the same period are made.

--When survivors lose their eligibility for benefits and OPM
does not become aware of their change in status, benefit
payments covering the period of ineligibility will continue.

--When employees leave Federal service and are refunded their
retirement contributions, they may be overpaid if the em-
ployee's agency provides the wrong information to OPM and
does not notify OPM of the error until after the refund is
made.

As of September 30, 1980, the plan administrator reported the
* outstanding receivable balance to be almost $27 million. Nearly
* $12 million of this balance was due from persons who were still on
*the annuity rolls, and about $5 million of that amount was being
* withheld from the annuitants' checks while the remainder was being

appealed. The other $15 million of the receivable balance was owed
by persons no longer receiving benefits. Nearly $8 million resulted
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* from reasons other than death, and $7 million from payments made
* on behalf of employee or survivor annuitants after their deaths.

OPM failed to properly account for this latter group of receiva-
bles in that the records were not properly maintained and no al-
lowance was established for potential bad debts.

Accounts receivable records
- not properly maintained

Generally accepted accounting principles require that receiva-
bles be accurately and promptly recorded, classified, summarized,
and reported. Prompt recording of receivable amounts reduces the
risk that the plan will lose funds because of lost or misplaced
source documents. The amounts should be properly classified
according to the nature of the originating transactions or adjust-
ments, and the individual receivable accounts should be kept cur-

- rent and summarized at least once each accounting period and en-
tered into the general ledger. Periodically, the general ledger
balance should be reconciled with the individual account balances

* to detect errors and omissions.

The plan administrator did not adequately control accounts
receivable that resulted from overpayments made on behalf of de-
ceased retired and survivor annuitants. The problems occurred
because OPM did not (1) promptly apply collections to individual

* deceased retired employee accounts and (2) establish receivable
accounts primarily for overpayments made on behalf of deceased

* survivor annuitants.

overpayments reclaimed by the Treasury and reported to the
plan Were not promptly applied to the individual accounts. The

- plan administrator was unable to determine the amount that had
been collected and not applied at the end of fiscal 1980. The
Treasury credited the plns account for the funds collected and
OPM recorded the amount in the plan's cash records. By not promptly

* updating the accounts receivable, the plan administrator runs the
risk of accounting for the same amount twice--in both the plan's

* cash and receivable accounts.

Since the plan administrator did not establish accounts re-
* ceivable for cases involving deceased survivor annuitants, account-

ability was almost nonexistent for these overpayments. The only
records maintained by the plan's accounts receivable staff were
copies of the forms used to request the Treasury to reclaim the
checks or funds causing the overpayments. These records were of
little use to OPM in determining the total amount outstanding be-
cause they could not be readily summarized.

Because of the poor condition of the detailed records, the
* plan administrator could not rely on them and was forced to esti-
1 mate a large portion of the outstanding balance of accounts re-

ceivable for overpayments of annuitants and refunds at Septem-

* ber 30, 1980.
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INTERNAL CONTROLS NOT EFFECTIVE IN
)ETECTING ERRORS IN COMPUTATION OF ACCRUALS

The plan administrator made several errors when computing ac-
::ruals for the net change in fair value of investments, interest
receivable, and annuity expense. Adequate review procedures over
the computation of these yearend accruals were lacking. As a re-
3ult, these errors went undetected and inaccurate data was recorded
in the accounting records and reported. Some of the errors we
found were as follows:

--An accountant erroneously used the par value of investment
securities instead of actual cost in computing the net
change in the fair value of investments. The net change
was overstated by more than $15 million.

--In computing accrued interest income, several incorrect
factors were used to allocate interest for a majority of
the plan's investments. As a result, interest income
and the related receivable were overstated by more than
$11 million.

--The accrued annuity expense primarily represents claims for
retirement benefits for September 1980. The wrong method-
ology and average annuity were used in computing the accrued
amount for claims being processed. The methodology OPM used
did not properly consider annuitants receiving special pay
at September 30, 1980. Also, in its computation of accrued
annuity expenses for claims being processed, OPM used the
the average annuity of all persons on the annuity roll for
a month instead of the average annuity of persons added to
the benefit rolls during fiscal 1980 (which was appreciably
higher). OPM used an average month's annuity for retired
employees of $863.53 in its computation, but the average
annuity of retired employees added to the benefit rolls in
fiscal 1980 was $981. As a result of these differences,
the amount accrued for retired employees was understated
by nearly $5 million.

Although these errors were not material enough to distort the
overall financial information presented in the plan's annual report,
we believe that greater care needs to be exercised in ensuring the
proper computation of yearend accruals.

* ADMINISTRATIVE EXPENSES NOT
REPORTED ON A TIMELY BASIS

The procedures for reporting administrative expenses did not
* allow for timely reporting. OPM's financial management division
* (not under the plan's organizational structure) makes all disburse-

ments for the plan's administrative expenses, on a reimbursable
basis, and maintains detailed records of the transactions. At the
end of each fiscal year, this division sends the plan a summary of



* all the transactions during the year for posting to the accounting
records. This division did not provide the plan with complete in-
formation on fiscal 1980 administrative expenses until after a

* draft copy of the annual report was prepared.

The plan's financial information normally covers 13 account-
ing periods (4-week periods) in each fiscal year. However, in fis-

* cal 1980 OPM omitted nearly $2 million in expenses for the last ac-
counting period. Thus, the total of $29.7 million was understated.

CONCLUS ION~S

Because of deficiencies in OPNI's internal control procedures,
inaccurate financial data was produced and reported in the plan's
annual report. Certain accounts receivable records were unreliable

* because of poor recordkeeping and delays in updating the accounts.
Errors in the computation of yearend accruals were not detected
because the process was not adequately reviewed. Administrative

* expenses reported for the year were incomplete because the infor-
mation was not promptly communicated to the plan.

RECOMMENDATIONS

We recommend that the Director of OPM require the plan ad-
ministrator to:

--Establish procedures to properly account for overpayments
of annuities and refunds. The procedures should require
subsidiary records that can be accurately maintained and
summarized in a reasonable amount of time.

--Establish review procedures over the computation of accruals
to assure that the methods used meet management's criteria
and that the results are reasonable.

--Establish procedures to assure that complete information
on expenditures is available to the plan on a timely basis
and that expenses are properly associated with the fiscal
year in which they are incurred.

AGENCY COMMENTS AND OUR EVALUATION

OPM generally agreed with our recommendations to improve fi-
nancial accountability and reporting. OPM indicated that efforts
are under way to correct most of the deficiencies we found. OPM
did not believe that its treatment of administrative expenses was

* a departure from generally accepted accounting principles since it
* has established a policy of recording in its records one adminis-

trative expense reporting period from the prior fiscal year and
12 from the current fiscal year.

We concur with OPM's position that this policy will produce
a good approximation of total administrative expenses and would

12



not be a departure from generally accepted accounting principles.
However, we believe this policy should only be used when the ac-
tual figures cannot be determined, and this policy provides the
best estimate. Since OPM had 210 days after September 30, 1980,
to prepare its annual Public Law 95-595 report, we believe it had
ample time to produce the actual cost data for fiscal 1980. Con-
sequently, we believe that OPM's policy is unnecessary for the an-
nual Public Law 95-595 report and that our recommendation is still
valid.
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CHAPTER 4

ADDITIONAL DISCLOSURES NEEDED TO

COMPLY WITH PRESCRIBED REPORTING REQUIREMENTS

OPM's reporting procedures did not adequately assure that the
plan's annual report complied with the reporting guidelines OMB
prescribed. These guidelines incorporated many of the generally
accepted accounting principles contained in the Financial Account-
ing Standards Board's standards for accounting and reporting by
defined benefit pension plans and the reporting requirements in
the applicable sections of ERISA. Although the plan administrator
closely followed many of OMB's guidelines in preparing the report,
certain disclosures, essential for a fair presentation of the an-
nual report, were not adequately presented. These essential dis-
closures included a general description of the plan, the funding

* policy, and, among other things, the present employees' accumulated
contributions as of the report date.

OMB's guidelines provided examples of the type of information
* that should be disclosed in the plan's annual report. However,
* since disclosures must be tailored to each specific plan, the guide-

lines should not be considered all inclusive. The plan administra-
* tor should follow generally accepted accounting principles when

determining the types of disclosures needed. Accordingly, the
plan's annual report should contain sufficient information about
the plan, the results of transactions and events that affect the
net asset and benefit information, and other factors necessary to
enhance the clarity and usefulness of the report.

GENERAL PLAN DESCRIPTION
NOT ADEQUATELY DISCLOSED

The plan administrator did not provide an adequate general de-
scription of the plan. Several significant vesting and benefit
provisions were omitted. For example, the annual report did not
disclose

--the number of years of employment required before an employ-
ee' s benefits become vested,

--the options available to participants upon termination of

employment,

--the methods for computing retirement benefits,

--the benefits available 
as a result of death 

or disability

--a description of the employees generally covered by the
plan.

14



The report made reference to the general plan description in
the Board of Actuaries' report (based on a Sept. 30, 1977, actua-
rial valuation submitted on Mar. 17, 1980). This practice is gen-
erally accepted provided the source of the information is published
and made available to users of the plan's annual report. However,
we believe this practice should be avoided because the Board of
Actuaries' report is not a product of OPM and should not be required
reading for the plan's annual report users who are interested in
a general plan description. Much of the information presented in
the Board's report is different from the information presented in
the plan's annual report and, therefore, could cause confusion.

MAJOR ASPECTS OF THE FUNDING
POLICY WERE NOT DISCLOSED

The plan administrator failed to disclose the methods by which
the plan is funded. The source (or origin) of plan contributions
was not adequately disclosed in the annual report. The methods for
determining the amounts and timing of contributions due from each
source were not disclosed at all. In addition, the use of two dif-
ferent, unfunded liabilities for reporting and funding purposes was
not explained. These inadequate disclosures could confuse and mis-
lead users of the annual report.

Major components of plan
contributions should be disclosed

The plan received more than $19.2 billion in contributions
from several sources during fiscal 1980. Neither the report pres-
entation nor disclosures were adequate for users to determine the
source or timing of these contributions. For example, although
contributions from the agencies and employees were presented sep-
arately in the annual report, it was not made cleaz ""-hat vech
amount represented approximately 7 percent of covered payrolil.
(See p. 21.) The two amounts differed by more than $70 million,
but the cause of this difference was not explained. In addition,
nearly 62 percent of the total amount contributed ($11.9 billion
of a total contribution of $19.2 billion) -qas presented in the re-
port as Treasury contributions. The nature of these contributions
was not explained. Users of the annual report will not be able to
determine from disclosures made that the $11.9 billion was composed
primarily of the following:

--The Government's contribution ($2.4 billion in fiscal 1980)
for the amortized portion of the increase in the unfunded
liability due to increases in retirement benefits and in
the pay on which the benefits are computed (amortized over
30 years).

--Interest ($7.4 billion in fiscal 1980), at 5 percent per
annum, on the unfunded liability.

--The portion of annuities disbursed during the year attribut-
able to military service ($1.1 billion in fiscal 1980).
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--Contributions from the Postal Service ($697 million in
fiscal 1980) for (1) the amortized portion of the increase
in the unfunded liability due to increases in retirement
benefits and in the pay on which the benefits are computed
for its present and former employees hired since fiscal 1972
(amortized over 30 years) and (2) interest at 5 percent
per annum on the postal portion of the unfunded liability.

Explanation needed to clarify the
use of different unfunded liabilities
for reporting and funding purposes

In addition to the disclosures mentioned above, the plan ad-
ministrator needs to explain the difference between the unfunded
liability used for accounting and reporting purposes and the one
used for funding purposes. Once users determine that a large por-
tion of the Government's contribution represents interest on the
unfunded liability, they could be led, by inadequate disclosure,
to believe, incorrectly, that the unfunded liability of $469.5
billion was the basis for the interest computation. (See p. 24.)

Users would not be able to determine from the annual report
that, using different actuarial assumptions and benefit informa-

* tion dates, a different unfunded liability of $147 billion was
computed for funding purposes. Therefore, to improve the clarity
and usefulness of the report, the plan administrator must disclose
the difference in the methodologies used to calculate the two un-
funded liabilities. The difference of more than $322 billion,
due to the use of different actuarial assumptions, should be ex-
plained. The impact (if any) of using the lesser amount for fund-
ing purposes on the plan's future ability to pay benefits when
due, needs to be disclosed.

OTHER INFORMATION OMITTED
FROM THE ANNUAL REPORT

The plan administrator did not disclose the accumulated em-
ployee contributions as required by generally accepted accounting
principles and the instructions prescribed by OMB. The amount of
these contributions was presented in the annual report in combi-

* nation with the present value of benefits for annuitants in pay-
ment status. However, this presentation does not meet the criteria
for adequate disclosure.

In addition, the report did not contain, for comparative pur-
poses, a statement of changes in net assets available for benefits
for the fiscal year ended September 30, 1979. The instructions
prescribed by OMB required comparative information to enhance the
usefulness of the report.

Also, the statement by the enrolled actuary was incomplete.
The OMB guidelines implementing Public Law 95-595 require the en-
rolled actuary to provide a statement on the completeness and
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accuracy of the annual report. However, the enrolled actuary en-
gaged by the plan administrator did not include an opinion on the
accuracy and completeness of the report. (See app. III.) Itr should be noted that the enrolled actuary was not hired to prepare
or assist in preparing the report, only to review it upon comple-
tion. To minimize costs and expedite the reporting process, the

* plan administrator hired the enrolled actuary to review only the
methodology and assumptions used in the valuation process.

* CONCLUSIONS

The plan administrator did not establish appropriate controls
over report preparation to assure that adequate disclosures were
made in the plan's annual report. As a result, the general plan
description was incomplete, major aspects of the funding policy
were not disclosed, accumulated employee contrihutions were not
adequately disclosed, and the comparative statement of changes in
net assets available for benefits for fiscal 1979 was omitted.
Also, the plan administrator did not engage the enrolled actuary
to provide a statement regarding the accuracy and completeness of

* the plan's annual report as required by the 0MB guidelines.

RECOMMENDAT IONS

We recommend that the Director of OPM require the plan admin-
istrator to:

--Direct the preparer of the plan's annual report to com-
pletely follow OMB's instructions which encompass generally
accepted accounting principles and the applicable sections
of ERISA.

--Ensure that the enrolled actuary who reviews the actuarial
data in the plan's annual report also provide a statement
that, to the best of his or her knowledge, the report is
complete and accurate.

AGENCY COMMENTS AND OUR EVALUATION

OPM did not agree with our recommendation that the enrolled
actuary attest to the accuracy and completeness of the annual re-
port. OP!1 believes that professional standards of the Society of
Actuaries would preclude the enrolled actuary from certifying the
nonactuarial material. Also, OPM does not believe that Public
Law 95-595 requires such certification. It is OPM's opinion that

* our recommendation goes beyond the reporting requirements that
section 103 of ERISA places on private pension plans in that en-
rolled actuaries for private pension plans only certify the com-
pleteness and accuracy of Schedule B, Form 5500 (Actuarial Infor-

nation) of the ERISA annual report.
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We realize that the enrolled actuary is not in a position to
certify the completeness and accuracy of the nonactuarial infor-
mation. However, we are not requesting such certifiction. We are

* recommending that the enrolled actuary include a statement in the
annual report that to the best of his or her knowledge, the report
is complete and accurate. This language is required by section
103(d)(8) of ERISA (see app. II). Since the enrolled actuary must
use nonactuarial data in computing figures, this statement provides
assurance that the actuary believes the data used was complete and
accurate. As for the use of Schedule B, Form 5500 in the private
sector, it should be noted that this form is used for filing under
section 104 of ERISA. Federal pension plans are not subject to
this section of ERISA. We continue to believe that our recommen-
dation is a valid one.

1

I
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APPENDIX I APPENDIX I

PUBLIC LAW 95-595-NOV. 4, 1978 92 STAT. 2541

Public Law 95-595
95th Congress

An Act ,._4..

To amend the Budget and Accounting Procedures Act of 1950 to require that Nov. 4, 1978
the Comptroller General provide for a flinancial audit with respect to pension [H.R. 97011
plans for omeers and employees of the Federal Government and its agencies
and instrumentalities, to require that an annual report, including a financial
statement and an actuarial statement, be furnished to the Congress and the
Comptroller General with respect to such plans, and for other purposes.

Be it enacted by the Senate and House of Representative. of the
United States of Amerwa in Congress assembled, Budgt ad

SriToN 1. Part II of title I of the Budget and Accounting Proce- Aounting
dures Act of 1950 (64 Stat. 832) is amended by adding at the end Preeedwre Act Of

1950,thereof the following new matter:
31 USC 1 at

"Subpart C 31 USC 65 a s.

"FEDERAL GOVERNMENT PENSION PLANS S
"Szc. 120. It is the purpose of this subpart to protect the interests 31 USC 6&

of the Nation and of the participants and their beneficiaries in Federal
Government pension plans and certain other pension plans by requiring
full disclosure of the financial condition of such plans.

"Sc. 121. (a) Notwithstanding any other provision of law or any 31 USC 680.
administrative determination to the contrary, each Federal Govern-
ment pension plan and ezwh plan described in section 123(b), except
as specified in subsection ib) of this section, shall be deemed to be
subject to the provi.ions of section 103 of the Employee Retirement
Income Security Act of 1974 in the same manner as an employee pen- 29 USC 1023.
sion benefit plan to which such section applies, except that, witfi respect
to such a Federal Government pension plan or a plan described in
section 123(b)-

"(1) the annual report required by such section shall be in
such form, and shall include such information and data, as the
President, in consultation with the Comptroller General (or in
the case of a plan described in section 123(a) (9) or 123(b), the
Comptroller General) may prescribe;

"5()the annual report required by such section shall be fur-
nished to the Congress and to the Comptroller General not later
than the end of the two hundred and ten-day period beginning
on the day after the last day of the plan year involved;

"(3) unless specifically authorized by the Comptroller Gen- 7
eral, no provision of such section which provides for waiver of,
relief from, or exception to any requirement otherwise applicable
to an empoyee pension benefit plan shall be deemed to apply to
such Federal Government pension plan or such plan described
in section 12(b) ;

"(4) the provisions of section 104 (b) of such Act shall not 29 USC 1024. 0
apply;

"(5) the report required by this subpart shall be in addition to
and shall not supersede other reports or projections required by
law; and

so-i - 07-o (525
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"(6) other than in the case of a plan described in section 123 (b),
the Comptroller General shall perform such audits as the Comp-
troller General deems appropriate in lieu of the requirements for
the independent qualified public accountant under sectiop 103

29 USC 1023. of the Employee Retirement Income Security Act of 1974.
"(b) Nothing in this subpart shall be construed as imposing any

requirement with respect to a Federal Government pension plan for
officers or employees of the Central Intelligence Agency, unless the
imposition of such requirement is specifically approved in writing by
the President.

"(c) Nothing in this Act shall preclude the use by a plan of the
servicis of an enrolled actuary employed by the agency or agencies
administering the plan.

31 USC 66b. "Szc. 122. If requested by either House of Congress (or any com-
mittee thereof) or if deened necessary by the Comptroller General,
the General Accounting Office sLall-

"(1) review financial and actuarial statements furmished pur-
suant to section 121 for the purpose of determining whether the
reporting -requirements of such section are adequate to carry out
the purpose of this subpart; and

esam da- " (2) submit to the Congress such recommendations for legisla-
doam. =bMin tive action as it may deem necessary to carry out the purposes
to Cme. of this subpart.
"Federda "Sac. 123. (a) For purposes of this subpart, the term 'Federal
GVWaMa Government pension plan' means a pension, annuity, retirement, or

Pvniu m Ps." similar plan (other than a plan covered under the Employee Retire-
31 USC 6&e ment Income Security Act of 1974, or any plan or program which
29 USC 1001 is financed by contributions required under chapter 21 of the Internal
se"m Revenue Code of 1954 (the Federal Insurance Contributions Act) or
26 USC 3101. chapter 22 of the Internal Revenue Code of 1954 (the Railroad Retire-

ment Tax Act)), whether or not such plan is an employee pension
benefit plan within the meaning of section 3(2) of the Employee

29 USC 1002. Retirement Income Security Act of 1974, established or maintained
by the Government of the United States, or any agency or instru-
mentality thereof, for any of its officers or employees, without regard
to the number of participants covered by such plan, and such term
includes but is not limited to the following plan:

"(1) Civil Service Retirement System;
"(2) Foreign Service Retirement and Disability System;
"(8) Military Retirement System;
"(4) Coat duard Retirement System;
15 Commissioned Corps of the Public Health Service Retire-

ment _ _yAem;
"(6 National Oceanic and Atmospheric Administration Retire-

"(7) renM Valley Authority Retirement System;
"(8) nonappropria ted fund plans; and

91 judicial pln 2

20 l



APPENDIX I APPENDIX I -

PUBULC LAW 95-595-NOV. 4, 1978 92 STAT. 2543

"()For purpse of this subpart, the plans described in section
123(b) are the folwn -(te&hn any of the following which an-

covered under the Employee, Retirement Income Security Act of
1974): 29 USC 1001

"(1) Federal Reserve Employees Retirement Plans; 10018.
"(2) Federal Home Loan B~ank Board Retirement Systems;

"(3) Federal Home Loan Mortgage Corporation Plan; and
" (4) Farm Credit District Retirement Plans.

"Soc. 194 The requirement imposed by section 121 (a) shall apply 31 USC 66d.
with respect to plan years beginning after September 30, 19M8 or "Phun yean."
purposes of this section, the term 'plan year means with respect to a
plani, the calendar, policy, or fiscal year chosen by the plan on which
the records of the plian rkep.

Sac. 2. Part H of title I of the Budget and Accounting Procedures
Act of 1950 (64 Stat. 832) is further amended- 31 USC 65.

(1) by inserting after "P~zT i-Accovwme AxD Auiie.
the following new center Leading:

and "Subpart A";
(2) by inserting after section Ill the following new cetw

"Subpart B".

Approved November 4, 1978.

j

LEGISLATIVE HISTORY:

HOUSE REPORT No. 95-1678 (Cossm. on Government Operations).
CONGRESSIONAL RECORD. Vol. 124 (1978Y

Oct. 10. coauidumed anid Paesed House.
Oct. 15. comeidered sad Passed Senate.

0
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APPENDIX II APPENDIX II

EXCERPT FROM THE EMPLOYEE REITREMENT

INCOME SECURITY ACT OF 1974

AUNNUAL REPORTS

Sec. 103. (a)f1)(A) An annual report shall be published with
respect to every employee benefit plan to which this part applies.
Such report shall be filed with the Secretary in accordance with
section 104(a), and shall be made available and furnished to par-
ticipants in accordance with section 104(b).

(B) The annual report shall include the information described in
subsections (b) and (c) and where applicable subsections (d) and (e)
and shall also include-

- (i) a financial statement and opinion, as required by para-
graph (3) of this subsection, and

(ii) an actuari~l statement and opinion, as required by para-
graph (4) of this subsection.

(2) If some or all of the information necessary to enable the ad-
ministrator to comply with the requirements of this title is main-
tained by-

(A) an insurance carrier or other organization which provides
some or all of the benefits under the plan, or holds assets of the
plan in a separate account,

(B) a bank or similar institution which holds some or all of
the assets of the plan in a common or collective trust or a sepa-
rate trust, or custodial account, or

(C) a plan sponsor as defined in section 3(16)(B),
such carrier, organization, bank, institution, or plan sponsor shall
transmit and certify the accuracy of such information to the ad-
ministrator within 120 days after the end of the plan year (or such
other date as may be prescribed under regulations of the Secretary).

(3) (A) Except as provided in subparagraph (C), the administra-
tor of an employee benefit plan shall engage, on behalf of all plan
participants, an independent qualified public accountant, who shall
conduct such an examination of any financial statements of the plan.
and of other books and records of the plan, as the accountant may
deem necessary to enable the accountant to form an opinion as to
whether the financial statements and schedules required to be in-
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Sept. 2 RETIREMENT INCOME SECURITY ACT P.L. 93-406

cluded in the annual report by subsection (b) of this section are pre-
sented fairly in conformity with generally accepted accounting prin-
ciples applied on a basis consistent with that of the preceding year.
Such examination shall be conducted in accordance with generally
accepted auditing standards, and shall involve such tests of the books 0
and records of the plan as are considered necessary by the inde-
pendent qualified public accountant. The independent qualified pub-
lic accountant shall also offer his opinion as to whether the separate
schedules specified in subsection (b) (3) of this section and the sum-
mary material required under section 104(b)(3) present fairly, and
in all material respects the information contained therein when con- -'
aidered in conjunction with the financial statements taken as a
whole. The opinion by the independent qualified public accountant
shall be made a part of the annual report. In a case where a plan is
not required to file an annual report. the requirements of this para-
graph shall not apply. In a case where by reason of section 104(a)
(2) a plan is required only to file a simplified annual report, the
Secretary may waive the requirements of this paragraph.

(B) In offering his opinion under this section the accountant may
rely on the correctness of any actuarial matter certified to by an
enrolled actuary, if he so states his reliance.

(C) The opinion required by subparagraph (A) need not be
expressed as to any statements required by subsection (b)(3)(G)
prepared by a bank or similar institution or insurance carrier regu- '
lated and supervised and subject to periodic examination by a State
or Federal agency if such statements are certified by the bank,
similar institution, or insurance carrier as accurate and are made a
part of the annual report.

(D) For purposes of this title, the term "qualified public account-
ant" means--

(i) a person who is a certified public accountant, certified by
a regulatory authority of a State,

(ii) a person who is a licensed public accountant, licensed by
a regulatory authority of a State; or

(iii) a person certified by the Secretary as a qualified public
accountant in accordance with regulations published by him for
a person who practices in States where there is no certification •
or licensing procedure for accountants. -.

(4)(A) The administrator of an employee pension benefit plan
subject to the reporting requirement of subsection (d) of this section
shall engage, on behalf of all plan participants, an enrolled actuary
who shall be responsible for the preparation of the materials com-
prising the actuarial statement required under subsection (d) of this
section. In a case where a plan is not required to file an annual re- -
port, the requirement of this paragraph shall not apply, and, in a
case where by reason of section 104(a)(2), a plan is required only to
file a simplified report, the Secretary may waive the requirement of
this paragraph.

(B) The enrolled actuary shall utilize such assumptions and tech-
niques as are necessary to enable him to forn an opinion as to
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whether the contents of the matters reported under subsection (d)
of this section-

(i) are in the aggregate reasonably related to the experience
of the plan and to reasonable expectations; and

(ii) represent his beat estimate of anticipated experience un-
der the plan.

The opinion by the enrolled actuary shall be made with respect to,
and shall be made a part of, each annual report.

(C) For purposes of this title, the term "enrolled actuary" means
an actuary enrolled under subtitle C of title III of this Act.

(D) In making a certification under this section the enrolled ac- j
tuary may rely on the correctness of any accounting matter under
section 103(b) as to which any qualified public accountant has ex-
pressed an opinion, if he so states his reliance.

(b) An annual report under this section shall include a financial
statement containing the following information:
(1) With respect to an employee welfare benefit plan: a state-

ment of assets and liabilities; a statement of changes in fund bal-
ance; and a statementof changes in financial position. In the notes
to financial statements, disclosures concerning the following items
shall be considered by the accountant: a description of the plan in-
cluding any significant changes in the plan made during the period
and the impact of such changes on benefits; a description of ma-
teriaJ lease commitments, other commitments, and contingent lia-
bilities; a description of agreements and transactions with persons
known to be parties in interest; a general description of priorities
upon termination of the plan; information concerning whether or
not a tax ruling or determination letter has been obtained; and any
other matters necessary to fully and fairly present the financial
statements of the plan.

(2) With respect to an employee pension benefit plan: a statement
of assets and liabilities, and a statement of changes in net assets
available for plan benefits which shall include details of revenues
and expenses and other changes aggregated by general source and
application. In the notes to financial statements, disclosures con-
cerning the following items shall be considered by the accountant:
a description of the plan including any significant changes in the
plan made during the period and the impact of such changes on bene-
fits; the funding policy (including policy with respect to prior serv-
ice cost), and any changes in such policies during the year; a de-
scription of any significant changes in plan benefits made during
the period; a description of material lease commitments, other com-
mitments, and contingent liabilities; a description of agreements and
transactions with persons known to be parties in interest; a general
description of priorities upon termination of the plan; information
concerning whether or not a tax ruling or determination letter has
been obtained; and any other matters necessary to fully and fairly
present the financial statements of such pension plan.

r
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(3) With respect to all employee benefit plans, the statement re-
quired under paragraph (1) or (2) shall have attached the follow.
ing information in separate schedules:

(A) a statement of the assets and liabilities of the plan ag-
gregated by categories and valued at their current value, and the
same data displayed in comparative form for the end of the pre- •
vious fiscal year of the plan;

(B) a statement of receipts and disbursements during the pre-
ceding twelve-month period aggregated by general sources and
applications;

(C) a schedule of all assets held for investment purposes ag-
gregated and identified by issuer, borrower, or lessor, or similar
party to the transaction (including a notation as to whether such
party is known to be a party in interest), maturity date, rate of
interest, collateral, par or maturity value, cost, and current
value;

(D) a schedule of each transaction involving a person known
to be party in interest, the identity of such party in interest and
his relationship or that of any other party in interest to the plan. " 0
a description of each asset to which the transaction relates; the
purchase or selling price in case of a sale or purchase. the rental
in case of a lease, or the interest rate and maturity date in case
of a loan; expenses incurred in connection with the transaction;
the cost of the asset, the current value of the asset, and the net
gain (or loss) on each transaction;

(E) a schedule of all loans or fixed income obligations which
were in default as of the close of the plan's fiscal year or were
classified during the year as uncollectable and the following"
information with respect to each loan on such schedule (includ- ... -

ing a notation as to whether parties involved are known to be
parties in interest): the original principal amount of the loan.
the amount of principal and interest received during the report-
ing year, the unpaid balance, the identity and address of the
obligor, a detailed description of the loan (including date of
making and maturity, interest rate, the type and value of col-
lateral, and other material terms), the amount of principal and
interest overdue (if any) and an explanation thereof;

(F) a list of all leases which were in default or were classi-
fied during the year as uncollectable; and the following in-
formation with respect to each lease on such schedule (includ-
ing a notation as to whether parties involved are known to be
parties in interest): the type of property leased (and, in the
case of fixed assets such as land, buildings, leasehold, and so
forth, the location of the property), the identity of the lessor or
lessee from or to whom the plan is leasing, the relationship of 0
such lessors and lessees, if any, to the plan, the employer, em-
ployee organization, or any other party in interest, the terms of
the lease regarding rent, taxes, insurance, repairs, expenses, and
renewal options; the date the leased property was purchased and
its cost, the date the property was leased and its approximate
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value at such date, the gross rental receipts during the reporting
period, expenses paid for the leased property during the report-
ing period, the net receipts from the lease, the amounts in ar-
rears, and a statement as to what steps have been taken to collect
amounts due or otherwise remedy the default;

(G) if some or all of the assets of a plan or plans are held in
a common or collective trust maintained by a bank or similar
institution or in a separate account maintained by an insurance
carrier or a separate trust maintained by a bank as trustee, the
report shall include the most recent annual statement of assets
and liabilities of such common or collective trust, and in the case
of a separate account or a separate trwat. such other information
as is required by the administrator in order to comply with this
subsection; and

(H) a schedule of each reportable transaction, the name of
each party to the transaction (except that, in the case of an
acquisition or sale of a security on the market, the report need
not identify the person from whom the security was acquired
or to whom it was sold) and a description of each asset to which
the transaction applies; the purchase or selling price in case of
a sale or purchase, the rental in case of a lease, or the interest
rate and maturity date in case of a loan; expenses incurred in
connection with the transaction; the cost of the asset, the cur-
rent value of the asset, and the net gain (or loss) on each trans-
action. For purposes of the preceding sentence, the term "re-
portable transaction" means a transaction to which the plan is a
party if such transaction is-

(i a transaction involving an amount in excess of 3 per-
cent of the current value of-the assets of the plan';

(ii) any transaction (other than a transaction respecting
a security) which is part of a series of transactions with or
in conjunction with a person in a plan year, if the aggregate
amount of such transactions exceeds 3 percent of the cur-
rent value of the assets of the plan.

(iii) a transaction which is part of a series of transac-
tions respecting one or more securities of the same issuer, if
the aggregate amount of such transactions in the plan year
exceeds 3 percent of the current value of the assets of the
plan; or

(iv) a transaction with or in conjunction with a person
respecting a security, if any other transaction with or in
conjunction with such per-son in the plan year respecting a
security is required to be reported by reason of clause 6i).

(4) The Secretary may, by regulation, relieve any plan from filing
a copy of a statement of assets and liabilities (or other information)
described in paragrapii (3)(G) if such statement and other informa-
tion is filed with the Secretary by the bank or insurance carrier7F' which maintains the common or collective trust or separate account.

(c) The administrator shall furnish as a part of a report under
H this section the following information:
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(1) The number of employees covered by the plan.
(2) The name and address of etch fiduciary.
(3) Except in the came of a person whose compensation in

minimal (determined under regulations of the Secretary) and
who performs solely ministerial duties (determined under such
regulations), the name of each person (including but not limited
to, any consultant, broker, trustee, accountant insurance car-
rier, actuary, administrator, investment manager, or custodian
who rendered services to the plan or who had transactions with
the plan) who received directly or indirectly compensation from
the plan during the preceding year for services rendered to the
plan or its participants, the amount of such compensation, the
nature of his services to the plan or its participants, his re-
lationship to the employer of the employees covered by the plan.
or the employee organization, and any other office, position, or
employment he holds with any party in interest.

(4) An explanation of the reason for any change in appoint-
ment of trustee, accountant, insurance carrier, enrolled actuary,
administrator, investment manager, or custodian.

(5) Such financial and actuarial information including but
not limited to the material described in subsections (b) and (d)
of this section as the Secretary may find necessary or appro-
priate.

(d) With respect to an employee pension benefit plan (other than
(A) a profit sharing, savings, or other plan, which is an individual
account plan, (B) a plan described in section 301(b), or (C) a plan
described both in section 4021(b) and in paragraph (1). (2), (3).
(4), (5). (6). or (7) of section 301(a)) an annual report under this
nection for a plan year shall include a complete actuarial statement
applicable to the plan year which shall include the following:

( 1) The date of the plan year, and the date of the actuarial
valuation applicable to the plan year for which the report is
filed.

(2) The date and amount of the contribution (or contribu-
tions) received by the plan for the plan year for which the report
is filed and contributions for prior plan years not previously
reported.

(3) The following information applicable to the plan year for
which the report is filed: the normal costs, the accrued liabili-
ties, an identification of benefits not included in the calculation;
a statement of the other facts and actuarial assumptions and
methods used to determine costs, and a justification for any
change in actuarial assumptions or cost methods; and the
minimum contribution required under section 302.6

(4) The number of participants and beneficiaries, both retired
and nonretired, covered by the plan.

(5) The current value of the assets accumulated in the plan,
and the present value of the assets of the plan used by the
actuary in any computation of the amount of contributions to the
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plan required under section 302 and a statement explaining the
basis of such valuation of present value of assets.

(6) The present value of all of the plan's liabilities for non-
forfeitable pension benefits allocated by the termination priority
categories as set forth in section 4044 of this Act, and the ac-
tuarial assumptions used in these computations. The Secretary
shall establish regulations defining (for purposes of this sec-
tion) "termination priority categories" and acceptable methods,
including approximate methods, for allocating the plan's lia-
bilities to such termination priority categories.

(7) A certification of the contribution necessary to reduce the
accumulated funding deficiency to zero.

(8) A statement by the enrolled actuary-
(A) that to the best of his knowledge the report is com-

plete and accurate, and
(B) the requirements of section 302(c)(3) (relating to

reasonable actuarial assumptions and methods) have been
complied with.

(9) A copy of the opinion required by subsection (a)(4).
(10) Such other information regarding the plan as the Secre-

tary may by regulation require.
(11) Such other information as may be necessary to fully and

fairly disclose the actuarial position of the plan.
Such actuary shall make an actuarial valuation of the plan for every
third plan year, unless he determines that a more frequent valuation
is necessary to support his opinion under subsection (a)(4) of this
section.

(e) If some or all of the benefits under the plan are purchased
from and guaranteed by an insurance company, insurance service, or
other similar organization, a report under this section shall include
a statement from such insurance company, service, or other similar
organization covering the plan year and enumerating-

(1) the premium rate or subscription charge and the total pre-
mium or subscription charges paid to each such carrier, insur-
ance service, or other similar organization and the approximate
number of persons covered by each class of such benefits; and

(2) the total amount of premiums received, the approximate
number of persons covered by each class of benefits, and the
total claims paid by such company, service, or other organiza-
tion; dividends or retroactive rate adjustments, commissions,
and administrative service or other fees or other specific ac-
quisition costs paid by such company, service, or other organ-
ization; any amounts held to provide benefits after retirement;
the remainder of such premiums; and the names and addresses
of the brokers, agents, or other persons to whom commissions or
fees were paid, the amount paid to each, and for what purpose.
If any such company, service, or other organization does not
maintain separate experience records covering the specific
groups it serves, the report shall include in lieu of the informa-
tion required by the foregoing provisions of this paragraph (A)
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a statement as to the basis of its premium rate or subscription
charge. the total amount of premiums or subscription charges
received from the plan. and a copy of the financial report of the
company, service. or other organization and (B) if such com- 0
pany. service, or organization incurs specific costs In connection
with the acquisition or retention of any particular plan or plans,
a detailed statement of such costs.
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Opinion of the Enrolled Actuary

Actuarial Valuation of the Civil Service
Retirement System as of Setember 30. 1980

I have reviewed the results of the actuarial valuation of the Civil
Service Retirement System as of September 30, 1980 which was prepared by the
actuarial staff of the Office of Personnel Management. Based on the information
provided to me, in my opinion the actuarial valuation was conducted using accepted2
actuarial valuation methods and techniques, although my review did not attempt to
verify the accuracy of the computer program in making the required calculations.

The actuarial assumptions used in making the determinations are the same
as those chosen by the Board of Actuaries (of which I am a member) for its last
valuation of the System-as of September 30, 1977, except for certain economic
assumptions described in the following sentences. The present values shown herein
have been determined using a 5.0.percent rate of inflation assumption set by the
Office of Management and Budget to meet the P.L. 95-595 requirement for consis-
tency among the enrolled actuary reports for federal retirement systems, instead
of the 6.0 percent rate adopted by the Board. However, consistent with the
approach used by the Board, this current valuation assumes general salary
increases averaging 0.5% higher (5.5%) than the assumed inflation rate, and in-
vestmenf earnings 1.0% higher (6.0%) than the inflation rate. Since the Civil
Service Retirement System is fully indexed, the liabilities vary only slightly for

*sets of economic assumptions with the same differentials, so the results would be
* almost the same using either the assumptions established by the Board or the

variations therein established by the Office of Management and Budget.

In my opinion, the present values included in the report have been
estimated on the basis of actuarial assumptions which are reasonable in the
aggregate, and reflect my best estimate of the anticipated experience under the
plan.

By: i F.Byno

Enrolled Actuary #10
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Statement of General Information for
The Civil Service Retirement System
Plan year ending September 30, 1980

The Civil Service Retirement System is a defined benefit single-employer
plan which was established by Public Law 66-125 signed Hay 22, 1920. The
plan is funded through the Civil Service Retirement and Disability trust
fund and there were no mergers, consolidations, or transfers involving
other plans in the last year.

The Civil Service Retirement System is administered by the Office of
Personnel Management. The plan administrator is:

James W. Morrison, Jr.
Associate Director for Compensation
Office of Personnel Management
1900 -Street, N.V.
Washington, D.C. 20415
Telephone: 202-632-1854

Actuarial valuations are performed by the Board of Actuaries, established
by Section 8347(f) of Title 5, U.S. Code, using an entry-age-normal-cost "
method. A copy of the Board's latest valuation as cf September 30, 1977
is attached. The Board's valuation method and assumed decrements were used
in developing the values shown in the enrolled actuaries' report. All values
were calculated as of September 30, 1980 using a population which, as of
that date, included 2,700,000 active employees; 1,312,000 retired annuitants;
460,000 survivor annuitants and 157,000 former employees eligible for
deferred benefits.

The enrolled actuaries' report was based on a five percent annupl "flation
rate, an annual investment return of six percent and a 5.5 percent -Inual
salary rate increase for years beyond 1986. The 5.5 percent salary rate
increase, when added to the assumed individual career salary progressions,
produce ratios of salary at the average retirement age of 61 to salary at -
age 25 of 18.7; at age 40 of 4.6; and at age 55 of 1.5. The same salary
scale is used for men and women.

The Board of Actuaries report includes a brief plan description and sumaries
of the assumed actuarial decrement rates. The decrements were based on plan
experience. For most employees, the normal retirement ages, the lowest ages
for voluntary retirement with full benefits, are 55 with 30 years of service,
60 with 20 years of service or 62 with 5 years of service.

I declare that I have examined this report, including the attached tables and
statements, and to the best of my knowledge and belief it is true, correct
and complete. S

- W2.

Date
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Table I

civil service Retireent system
Statemnt of financial Poeition

(September 30, 1960)

September 30

ACULATID PtM UZEFITS 1__0 1979

Actuarial present value of vested benefits:
Participants currently receiving payments $266,300,000,000.00 $213,400,000,000.00
Participants not currently receiving paymauta 124,000,000 00.0117,200 000 000.00

Actuarial present value of mOnveeted benefits 40,000,000,000 00 38,100,000,000.00
Total actuarial present value of accumlated

plan benefit* $430,300,000,000.00 $368,700.000.000.0W

MIT ASSETS RAA&U rot woTs

Investments, at fair values
United ftates Gonva t securities $72,606.712.709.37 $63,563.828.603.76

Total Investams $72,60,712,709.37 $63,583,82B,603.76

Receivables:
Kaployses' contributioes 126.632,571.40 138,706.433.62
Government contributins 129,275,196.74 137,016,830."6
securities sold-0--
Accrued Interest sed dividend@ 1,274.340,719.37 1,055,764,111.91
owerpsymente of anities G refunds 26,519.646.35 17,169.536.60
Advances for administrative espouses 935,061.00 2,640,336.00
purchased Interest on securities -0- 2,088,484.38

Total receivables 81,557,703,196.8 8,3,8,29

Ojeratiome Assets:
Capital proPerty 167,602.69 213,767.04

Cash 65.884.424.21 120.802 223.65

*Total Assets $74s432,488.133.33 $65,058,230.537.62
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Litabilitieo 1980 1979
Acou ta Payable:
Taxes withheld from annuitants 69.078.219.77 S 54,038,412.11
Union allotmnts withhold from annuitants. 47,245.50 21,031.61
lemuarasce premium withhold from

asnaitanta 46,204,949.86 34,807,467.74
Other 104.699.94 1_________

Total accounts Payable * 15~l3iTITUY S0 18,86,191

Accrued exense:
Ameity Payments 1,302,370.660.74 1,069,893,252.92
Refund of retiremnt deducti on. voluntary

coatribatieme and service credit 32,265,260.46 33.455,628.12
Interest on refunds 128,743.68 110,847.39
Accrued annual leave for Truat fund employsea 1,223,165.00 787,553.00
Accrued administrative expense 324 16600 ________

Total accrued expenes 8 1, 106, 27,251.43

Total Liabilities 5 1,451,747,112.97 8 1.193.114,172.89

Net saeto aveilable for benefits $ 72,980,741,020.36 $ 63,865,116,364.73

Eucess of accmlated benefits
over set asset* (rounded) $ 337.300,000,000.00 $ 304.800.000.000.00

mI~e amount we erroeously calculated as 2428135.5 by the Treasury Departent.
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Table 2

civil service istirest System
statemet of Chome In Net Assets Availabl, for BSOMefiS

z3epteber 30, logo)

1. Not ""eto available for bodef its
at besimilus of pla yeor S63,"65,116,364.73

2. laveetmet lacme

(a) not apprectatiem (loroeCiAtie
to fair Isas of iavestumt (M9,363"2.38>

(b) Zotereat 3,141,193.2"1.12
Total Invsten

laceem 4,845,829,405.74

3. Cetrihetlem

(a) mlqer
* (1) asiesl 3,616,370,663.23

(2) Treammary 11,945,63,9339.41

(b) Imlarse 3,686,429,271.06
Total coetributiom S1!~W D7

4. Total oddies $24 ,094,267,699.46

* 5. smatits pads
* directly to
* participmote 14.948.905,136.64

*6. Amisatrativo ie 9,73,913.19

7. Total dsbectims $ 14.978."43.043.53

a. ot additiona 9,113.624,655.63

9. got assets available for

boedsits at said of year 729.710.3
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Notee

The invstments on Table I are composed of the follovln a curities

Special Treasury uds $ 56,910,542.000.00

U.S. Treasury Bomb 2,197,947,334.37

Certificates of Indebtednee 13,484,7",000.00

Govrment Natimal NMrtgape
Association Participation Certificates 215,434,375.00

Total $ 72,808,712,709.37

The market value of the Special Troaury Seade sad Certificates of Indebtedness equals the Par Value. 0
Tim securities are alveya redemd at per wine reprdless of the date of redeuption.

The market valuo of the U.S. Treasury Bonds me detrtined by the over-ths-counter quotations for Tuesday.
September 30, 1980, reported i* the all itreet Journal.

The turket value of the Govermnmt Ntilml Mortgpa Association Participation Certificates was determned
b prices quoted on October 1. 1980, b the Merge Guaranty Trust Company. Government Bod Departmnt, 23
Wll Street, New, York, 3.1. 10013.
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TABLE 3
STATEMENT OF CHANGES IN PRESENT

VALUE OF ACCUMULATED PLAN BENEFITS2

Year Ended
September 30. 1961

1. Actuarial present value of $368.7 billion
accumulated plan benefits I
at beginning of plan year

* 2. Increase (decrease) during .
the year attributable to:

(a) Benefits accumulated 61.6 L
and variations In actual
plan experience from
anticipated experience

(b) Plan Amendment(s) 0

(c) Changes in actuarial 0L]
*assumptions 4

Wd Allocated insurance contracts 0
transferred to or from Insurance
companies

(e) All other changes 0

3. Net Increase (decrease) 61.6

*4. Actuarial present value of accumulated 430.3
plan benefits at end of year

There were no plan amendments or change. In actuarial assumptions.
All changes were included in line 2(a)

* - FOOTNOTES

The accumulated plan benefits for each year are based on actual employee
and annuitant population models as of the end of the respective years, but
the decrement rates and economic assumptions were not changed from 1979 to

* 1980.

The value of the accumulated plan benefits for participants currently receiv- i
Ing benefits as of September 30, 1980, reflects the 6.0% cost-of-living In-
crease effective on March 1, 1980, and the 7.7% cost-of-living Increase

* effective on September 1, 1980.

The value of the accumulated plan benefits for participants not currently
receiving benefits assumes no future salary Increases and thus assumes no
salary Increase at the beginning of the next fiscal year. The accumulated
plan benefits as of September 30, 1980, includes the effect of the 7.0%

* salary Increase on October 1, 1979, but not the 9.1% salary Increase

* effective on October 1, 1980.
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TABLE 4

ACTUARIAL STATUS INFORMATION,

AS OF Saptember 30, 1960

September 30,
1980 1979

1. Present value of future benefits:

(a) Anuitants now on roll $266.3 billion $213.4 billion

(b) Separated employees 3.4 3.1

(c) Active employee 544.6 493.9

TOTAL $614.3 $710.4

2. Liss:. Pteuent value of future employer/

employee normal cost contributions $271.6 $243.4 -

3. Actuarial accrued liability 542.5 467.0

4. Less: Assets in find $ 73.0 63.9

5. Unfunded accrued liability $469.5 403.1

6. Normal cost as a percentage of covered payroll:

(a) Employee 7.00 7.00

(b) Employer 29.67 29.81

(c) TOTAL 36.67 36.81

7. Ratio of "ssets in fund to present value of future benefits for annuitants now

on roll plus accumulated employee contributions.

(a) (b) (c)

Value In
line 1 (a) plus

accumulated
employee con- Assets In fund Col. (b) ratio
tributions divided by col. (a) last year
$288.0 billion .253 .274
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FOOTNOTES

Table 4

-" The present value of benefits and contributions for each year are based on
actual employee and annuitant population models as of the end of the respective
years, but the decrement rates and economic assumptions were not changed from
1979 to 1980.

* The present value Qf. future benefits for annuitants now on the roll as of
* September 30, 1980, reflects the 6.0% cost-of-living increase effective

on March 1, 1980 and the 7.7% cost-of-living increase effective on September
1, 1980.

* In determining the present value of future benefits, semi-annual cost-of-
living increases totaling 5% for the year were assumed, since legislation
changing cost-of-living increase to once-a-year was not effective on
September 30, 1980.

The present value of future benefits and contributions for active employees
as of September 30, 1980, includes the effect of the 9.1% salary increase
effective on October 1, 1980, although the value of the accumulated plan
benefits in Table 1 does not.

If all actuarial assumptions had been realized exactly, the unfunded
liability as of September 30, 1980 would have been $427.8 billion. The

*" actual value of $469.5 was higher than expected because of salary increases
-higher than expected (9.1% vs. 5.5%), cost-of-living increases higher

than expected (14.2% vs. 5.0%), and also a higher number of retirements
than expected.

The normal cost is determined for a typical group of new entrants based on
actual experience for the years 1973 through 1976. The new entrant model
did not change from 1979 to 1980. The normal cost declined slightly because
of the way credit for benefits attributable to post 1956 military service is
determined under the system. -
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oo.( United States

AOffice of
Personnel Management Wahington, D.C. 20415

AUG 18
In Repm R4t To Your R.er "

ionorable Charles A. Bowsher
Comptroller General of the United States
General Accounting Office
Washington, D.C. 20548

. Dear Mr. Bowsher:

Thank you for the opportunity to review your draft report entitled "Action
Needed to Enhance the Quality and Reliability of the Civil Service Retire-
ment System's Annual Report Required by Public law 95-595" (AFMD-82-93).

We agree with the basic thrust of your report and have, in fact, reached
many of the same conclusions from our own internal review. We have also
ta1en a number of actions in preparing the 1981 report whidh accord with
your recaimedations and which should correct soe of the deficiencies you
found in the 1980 submission.

Before commenting on specific issues you raise, I think it is relevant to
point out that the environment in vhirh the 95-595 Report is prepared in
OPM has changed considerably in the past year. On Septemter 30, 1981, I
issued a directive to the Associate Director for Coupensation to strengthen
financial controls in the administration of the benefit programs. In re-

* sponse to this directive, a conprehensive study on Trust Fund Budget Pro-
j cesses and Financial Controls was prepared which contained specific recom-

mendatiors aimed at tightening internal controls and improving the tools
and processes for developing the program budgets. (A copy of this study
was sent to you on May 18, 1982.) one of the major changes that evolved
from this study was the establishment of the Office of Financial Oontrol
and Management in the Compensation Croup, vhich now serves as the focal
point for coordinating all Trust Fund financial activities, including the
preparation of the 95-595 Report. Under the leadership of this office our
1981 report has been completely restructured to provide for adequate finan-
cial disclosure and to enhance the clarity and usefulness of the report by

* explaining its relationship to other published materials on the Civil Set-
vice Retirement and Disability System.
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We have also established as a high priority for fiscal years 1982 and 1983
inqproved automation of our financial acounting systems. This includes a
complete redesign and enhancement of our system that controls the processing
of agency contributions and employ~ee withholdings for the benefit programs
and the procurement of software packages to automlate our debt mnagement
aid investment processes. These new systems will imiprovie both the timeli-
ness and accuracy of the data needed for the preparation of the 95-595
Report.

Finally, we have worked to upgrade our staff in critical financial areas.
Oni June 1, 1982 we acquired an experienced pension system actuary who is
also an enrolled actuary and a fellow, in the Society of Actuaries. We will
be utilizing his skills in the com~ing months to improve further the docu-
mentation. and testing of the computer models used in the preparation of the
report. We are also recruiting for a new Chief Actuary aid expanding our
accounting staff.

I believe we have nowi established adequate internal control and reporting
procedures aid taken steps to acquire the necessary technical skills to
ensure the reliability of the financial and actuarial information presented
in future reports under Public Law 95-595. My coments on specific aspects
of your draft report follow~:

Chpe I tnrduto.Uder "Plan Administration" the responsibilities
frseveral offices are stated incorrectly. The Operations Support Division

is responsible for adjudicating refund claims for former Federal employees
and the Annuitant Services Division is responsible for maintaining the
annuity roll. The office of Automiated Systems [evelopment is not respon-
sible for operating aid managing the central personnel data file. (See W~

Chapter 2 - Stricter Controls Needed to Improve the Reliability of the Act-
uarial Information. The chapter contained recommendations in three areas.

% 1. Documentation - Our actuarial valuation programs have been documented
and that d&F.ntat ion is currently being expanded and improved by our
new enrolle actuary as he reviews the programs line by line. Upon
completion of his work the documentation will be such that a pension
actuary will be able to review it, along with the tests aid program
listings, and Imdetstand the program iairly quickly.

2. IndeenentTetin - The actuarial valuation programs were tested when
the wre w iey two of OEIs actuaries. The new enrolled actuary
will be testing the programs again in order to gain familiarity with
them and prepare for his opinion on the 1982 statements. Test results
will be documented and retained for future audit purposes.

GAO no0te: Th" sectioni of the report has been deleted.
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3. Controls on Program Changes - We take issue with your recamendations
that each program change be authorized, documented, independently tested
and certified, implemented through the production program coordinator
and placed in a production library.

The programs in question are used once a year for the 95-595 Report and
they will be certified at the point of such use by the enrolled actuary.
Permanent changes to the program brought about by changes in the retire-
ment law will be thoroughly documented and tested. Placing them under
the control system utilized for production programs would be counter-
productive and would create the illusion of control without the reality.
It would limit the actuaries' access to the programs and delay the im-
plementation of needed changes. Since the only people in our organiza-
tion who have sufficient skills and knowledges ti) deal readily with
these programs are in the Actuary's Office, we doubt any meaningful,
additional control would be gained. Many years ago our valuation pro-
grams were controlled in the manner you suggest and we abandoned the
arrangement as unsatisfactory.

We also believe your recammedation is inconsistent with private in-
dustry practice. Private companies make the same disinction we do
between production programs, which are heavily controlled, and actuarial
valuation programs, which have to be very flexible and are usually con-
trolled, but to a lesser extent, by the actuaries themselves. Further,
the intention of Public Law 95-595 is to submit Federal pension plans
to the same reporting and disclosure requirements that the Eployee
Retirement Income Security Act (ERISA) imposed on private industry.
There are no formal requirements for controls in ERISA. The require-
ment is that the report be signed by an enrolled actuary, and thus,
ERISA relies completely on the professional opinion of the actuary.

I should also point out that during the year our valuation programs are
used as research instruments by the actuaries. They are frequently
asked by both Congressional and E. ecutive Branch staff to provide data
based on hypothetical legislative anid program changes, often on a "same
day" basis. To supply results under such circumstances, the users must
also be the authorizers, programners, analysts and certifiers. Placing
this sort of temporary proqram change under the control procedures you
recommend would totally undermine our ability to provide this service.

Chapter 3 - More Effective Controls Needed to Improve Financial Accounta-
Sbility and Reporting. In this section of the report you discuss deici-"

encies in our debt management system. One deficiency concerned the estab-
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lishment of an allowance for bad debts. For your information, this allow-
ance was established effective with the September 30, 1981 reports submitted
to Treasury in November 1981. As I briefly mentioned earlier, we are also J
actively pursuing the automation of our debt management system and believe
the procurement of a software package will be forthcoming shortly. The
O~mpensation Group has also established a task force o coordinate the
implementation of the new automated debt management system, vlich will
include evaluating organizational realignments needed to effectively manage
our debt collection efforts. (See GAO note below.)

You also discuss in this section errurs in the computation of accruals and

recommend the establishment of additional review procedures. Wile we will
continue to strive for coaplete accuracy in the couputation of accruals,
we believe your presentation is internally inconsistent and distorts the

true significance of the errors. We do not believe, by any reasonable
standard, that the errors detected, which in all cases represent less than, four tenths of one percent of the figures in question, can be considered ,
significant. You state that the errors were "not material" on page 10 of
your report, but go on to conclude that they affect the "overall quality
and reliability of the information." We disagree with the latter statement.

*Finally, you discuss in this section the timely reporting of administrative
expenses. Because the Trea. jry requires the financial records to be closed
within 5 weeks after the fiscal year, we have established a policy of
recording one administrative expenze reporting period from the prior year
and twelve from the current year in our records. Each year has the full
thirteen periods and adjustments are made for unusual transactions. We
know of no generally accepted accounting principle that precludes such a
policy when it does not materially impact on the financial statements. We

* 'disagree with your recommendation to change this policy.

Chapter IV - Additional Disclosures Needed to Ccoply with Prescribed Report-
ing !uirements. We concur with the first two reoommendations in this

" section, and we believe that the new fouat developed for the 1981 report
addresses most, if not all, of the points you raise.

We do not agree with your recummendations that the enrolled actuary certify
the report as a whole. We believe that professional standards of the
Society of Actuaries would preclude him from certifiying the non-actuarial

*Q material. Nor does Public Law 95-595 appear to us to require such certifi-
cation. That law subuits the Civil Service Retirement System to the same

GAO note: The portion of the draft report dealing with the establisnment of an
allowance for bad debts was deleted from the final report.
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requirements that Section 103 of ERISA requires of private pension plans.
The enrolled actuary only certifies the ompleteness and accuracy of Sched-
ule B, Forn 5500 ERISA annual report, not the whole report (to vhidi the
Schedule B is attached).

We hope the above information is of use and lock forward to the release of
the final report.

Sincerely yours,
(.+ , • --,-

Mnald J. Devine r
Director
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